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The Corporate Income Tax and American Industry 


New Book Makes Critical Analysis of “the Most Controversial Element” 


in the American Tax Structure. 


eer | ‘HE CORPORATE income tax is probably the most controversial element in the American 
tax structure.” This opening sentence from “The Corporate Income Tax,” the second 


chapter in Taxes and Economic Incentives by Lewis H. Kimmel, is followed by a scholarly 


examination of the economic effects of this 
tax. Because of new corporate tax proposals 
before the nation’s legislators, the analysis is 
particularly timely. 

Published by the Brookings Institution, the study 
covers a wide field. Following a background chapter 
on “The Nature of Taxable Capacity,” the author 
examines critically the effects of the principal 
classes of taxes on economic incentives. Among the 
subjects considered are the effects of the corporate 
income tax on economic expansion and the capital 
structure; the relation between personal income 
taxes and investment; the inter-relation between 
sales and excise taxes and purchasing power; and 
the effect of property taxes on home ownership. 
A major part of the analysis is based upon surveys 
of the reactions of taxpayers to the principal taxes. 
Only the findings with respect to the corporate 
income tax are here summarized. 


Tax History Traced 


The corporate income tax, the author points out, 
has been criticized on the ground that, “it places a 
severe brake upon business incentives and economic 
expansion, that it constitutes a barrier to the estab- 
lishment of new businesses, and that it favors one 
kind of capital structure over another.” 

In the analysis of the corporate income tax, Mr. 
Kimmel traces the rise of this tax from 1913 to 
date, pointing out that “by 1936 the evolution to 
a full-fledged business tax was complete.” It was 
then that the exemption of dividends from the 
personal normal tax was discontinued. It is observed 
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that “this change was to some extent an outgrowth 
of the prevailing tax philosophy of the 1930's, 
which was based in part on the belief that corpora- 
tions — especially the larger ones — possess extra- 
ordinary capacity to pay taxes. The urgent need 
for revenue, however, was perhaps the most im- 
portant consideration. . . .” 


It is pointed out here, that for fiscal 1948, 
revenues (before refunds) from this tax amounted 
to almost $9.9 billions, or a little less than 25 per 
cent of all federal taxes other than payroll taxes. 
In 1949 these taxes brought in $11.3 billions and 
almost 30 per cent of all federal taxes other than 
payroll taxes. 

= * * 

In an interesting section the author compares the 
traditional theory of incidence of the corporate 
income tax, which holds that a general tax on busi- 
ness net income cannot be shifted, with what he 
terms the “newer theory.” Concerning the latter, 
Mr. Kimmel states: “In recent years, a school of 
thought has developed which holds that the cor- 
porate income tax tends to be reflected in price 
and is actually passed on to consumers to a much 
greater extent than is commonly supposed. This 
view is based in part on the fact that prices are 
administered in manufacturing industry and other 
important segments of the economy. . . . The 
process by which administered prices are determined 
is practically the opposite of that assumed by tradi- 
tional economic theory. . . .” 


This newer theory of incidence presupposes an 
understanding of how prices are determined by 
the typical administered-price firm. In setting its 
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price schedules, such a firm takes into account all 
costs and charges at varying levels of output, to- 
gether with estimates of probable demand. Included 
among these costs are a fair return on equity 
capital. In order to obtain such a return, the 
-income taxes likely to be levied on profits must be 
considered. Thus, if the management of a company 
which regards 7.5 per cent after all taxes and 
charges as a “fair return” on common stock is 
asked to pay a corporate income tax of 40 per cent, 
the estimate of profits before income taxes will be 
increased to 12.5 per cent. 


The Determining Factors 


It is not the author’s position that the corporate 
income tax, or a marked increase in the tax, can 
be shifted under all conditions. Various factors, 
such as the ratio of sales to taxable income, will 
determine whether or not the extent to which an 
increase in the return on equity capital before 
income taxes will be feasible in order to compensate 
for the tax imposed. The size of the tax rate may 
be highly significant. “The levy of a 1 per cent 
tax on corporate income,” he comments, “would 
hardly constitute a reason for immediate considera- 
tion of an upward adjustment of prices. Nor would 
an increase in the present rate from 38 to 39 per 
cent be likely to cause an immediate reconsideration 
of price schedules. . . .” 

It is emphasized that it would be “completely 
erroneous” to assume that “immediate price adjust- 
ments” can be made that would result in full 
recovery of the tax in all cases. Some companies, 
“will succeed in recouping the tax in the short run; 
for others the necessary adjustments may require 
a number of years. Still others — especially com- 
panies in declining industries — may never succeed 
in recovering any portion of the tax. . . .” 

“The two theories of incidence,” Mr. Kimmel 
says, “are obviously in sharp conflict. To a con- 
siderable extent, the more or less opposite conclu- 
sions reached result from differences in assumptions 
and definitions. Thus, the traditional theory assumes 
that perfect competition prevails throughout most 
of the economy, while the newer theory recognizes 
that perfect competition is rarely found in practice.” 

“Perhaps the best way of describing the present 
situation is to say that, insofar as the corporate 

income tax is concerned, incidence theory is in a 
state of flux. It seems clear, however, that the newer 
theory is in the ascendancy. This theory, it should 
again be emphasized, does not hold that the 
corporate income tax is always reflected in price. 
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Rather, it holds that this tax tends to be reflected in 
price and may be completely shifted in many 
circumstances.” 

To determine to what extent the corporate income 
tax influenced prices, a questionnaire was addressed 
to 1,000 manufacturing corporations in June, 1948. 
Specifically, they were asked: “Has the corporate 
income tax consciously influenced your pricing 
policies?” The replies received were broken down 
by industries to show the affirmative and negative 
answers as well as the percentage of affirmative 
replies, and compiled in a table. (See Table 1) 

Of the 209 replies, 125, or roughly 60 per cent, 
answered in the affirmative, while 84, or about 
40 per cent, replied in the negative. If the replies 
may be taken as typical, the managements of three- 
fifths of all corporations take the tax into account 
when they determine prices. The proportion of 
affirmative replies was much larger than in two 
earlier surveys, one made about 1927 and the 
other almost 15 years later. 


What Taxes Represent 


In order to test the significance of the tax rate 
as a price influence, the companies were also asked 
whether they would have made like answers if the 
tax rate for 1946 to 1948 had been “one-fourth, 
or one-third the actual rate, say in the range of 
10 to 15 per cent.” 

Of the 125 concerns giving affirmative replies to 
the first question on the effect of the corporate 
income tax on pricing policies, 101, or roughly 
four-fifths, said their answer would have been 





Are Price Policies Affected by the 
Corporate Income Tax? 
Replies Classified by Industries 


Percentage of 


Industry Number of Replies Affirmative 
Total Yes No Replies 
Metals and metal products 29 15 14 51.7 
Machinery and accessories. 46 27 19 58.7 
Automobiles and accessories 7 6 I 85.7 
Electrical equipment and ap- 
eg SCO LE SEE 16 10 6 62.5 
TE Ge 23 15 8 65.2 
Chemicals and drugs... II 6 5 54.5 
Building materials 000... = 8 3 5 37.5 
Paper and paper products 14 Wl 3 78.6 
Foods and beverages _..... 18 8 10 444 
Leather and leather products 7 5 2 714 
Oi ee. 5 2 3 40.0 
RIN ich acelin cicenealeicicreets 5 5 0 100.0 
Miscellaneous _................ 20 12 8 60.0 
TE i recess 209 125 84 59.8 
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the same had the tax rate been at the lower level. 


“A basic rate as high as 38 per cent presumably 
causes management to explore fully the possibility 
of recouping the tax,” says the author, “whereas 
a low rate might be accepted by many firms without 
serious thought concerning recovery. . . .” 


The final paragraphs of the discussion follow: 
“The conclusion suggested by this analysis is that 
in recent years a larger portion of aggregate cor- 
porate income taxes has been recouped through 
higher prices than in the period between the two 
wars.” He cautions: “However, categorical state- 
ments concerning the distribution of the burden 
among consumers, stockholders, and others should 
be avoided. Even rough measurement of the extent 
to which the corporate income tax is shifted in 
various industries at any given time is not usually 
possible. 

“Though the distribution of the burden of the 
corporate income tax is not precisely determinable, 
this tax — as well as other taxes — may be regarded 
as having a generalized incidence . . . the amounts 
collected represent the appropriation by govern- 
ment of a portion of the nation’s income, which 
otherwise would be available for private capital 
increases in wages, or passed along 


” 


formation ... 
to consumers through lower prices. . . . 
* * * 


The American economy has been, generally speak- 
ing, an “expanding economy,” with a wide variety 
of forces contributing to its expansion. The cor- 
porate tax, the author says, may influence this 
expansion in a number of ways. It may, for example, 
affect the supply of liquid or investment funds 
available for such expansion, for tax payments 
always represent a drain on liquid working capital. 
Second, the tax may act as a barrier to expansion 
because of its probable effect on future earnings. 
Thus, a high tax on business net income may affect 
the propensity to expand because of an adverse 
effect on business psychology. 


Taxes and Expansion 


To obtain a picture of the relationship between 
the corporate income tax and economic expansion, 
the same 1,000 concerns were asked: “Has the 
Federal corporate income tax affected decisions 
of your company to expand plant and equipment? 
If so, what were the major considerations? (1) the 
impact of current taxes on available liquid funds? 
(2) the probable impact of future taxes on earn- 
ings? (3) other considerations?” 





Has the Corporate Income Tax 
Affected Capital Expansion? 
Replies Classified by Industries 


Percentage of 
Industry Number of Replies Affirmative 
Total Yes No Replies 
en’ 
Metals and metal products 29 19 10 65.5 
Machinery and accessories. 47 22 25 46.8 
Automobiles and accessories 7 2 5 28.6 
Electrical equipment and ap- 

Fe ET I 16 8 8 50.0 
i et i og 24 12 12 50.0 
Chemicals and drugs ........ 12 7 5 58.3 
Building materials 8 6 2 75.0 
Paper and paper products 14 10 4 71.4 
Foods and beverages ......... 17 7 10 41.2 
Leather and leather products 7 4 3 57.1 
IO msnicclsahecssunchactepkcien 5 3 2 60.0 
ee ke a a ae 5 3 2 60.0 
Miscellaneous 20 14 6 70.0 

i ae 211 117 94 55.5 





In all, 211 replies were received to this question 
and again they were broken down into industry 
categories, with the number of affirmative and 
negative answers computed. The percentage of 
affirmative replies was also compiled. (See Table 2) 

Of the 211, there were 117, or 55 per cent which 
said the tax had influenced their decisions on 
expansion. Of this number, 87 said they rated 
the impact of current taxes on available liquid 
funds as a “major consideration.” Fifty firms 
thought the effect of taxes on future earnings would 
be of “first-rate importance.” 

Again, as in the case of the previous question 
on pricing, the firms were asked whether they 
would regard the tax as a deterrent to expansion 
if the rate were in the range of 10 to 15 per cent. 
Of the 117 firms, 104 said that at the lower-rate 
level, the tax “would still be a factor” with regard 
to their decisions on expansion. The author adds: 
“Present high rates are regarded as a deterrent to 
expansion, for the reason that they are a constant 
reminder of large and growing public expenditures, 
together with a tax policy which in the opinion of 
many, unduly stresses the corporate income tax.” 

The effect of the corporate income tax on the 
expansion possibilities of small businesses is next 
discussed. The author comments: “The fact that if 
the expansion proves profitable, a tax ranging from 
roughly one-fifth to about two-fifths of net profits 
may be imposed, represents a positive deterrent . . . 
the attractiveness of risky expansion offering high 
profit possibilities is generally lessened in direct 
proportion to the tax impact on profits. In the case 
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of a risky expansion by small business, the govern- 
ment shares in the resulting profits, but the company 

_ bears the entire loss. If complete failure results, no 
compensation or offset for the loss is possible under 
the tax law.” 

The “basic factor” that must be kept in mind 
in formulating a tax policy for small business, it 
is observed, is that its growth is limited by its 
ability to convert earnings into permanent capital. 
“To the extent that the corporate income tax im- 
pinges on available earnings, the possibility of 
expansion is correspondingly reduced. . . .” 

* * * 


To determine how the corporate income tax 
affects methods of financing and whether it causes 
“distorted capital structures,” the inquiry included 
the following question: “Has the corporate income 
tax influenced methods of financing additions to 
plant and equipment and working capital? Has 
your company at any time resorted to debt issues 
(including short- and intermediate-term loans) 
rather than stock or equity issues, because of the 
high proportion of net income taken by taxes?” 

Answers to the first part of this query that 
definitely fell in a “yes” or “no” classification 
totaled 186, of which 76, or 41 per cent, said that 
the tax had influenced their methods of financing. 
(See Table 3) 

Since 27 concerns (or approximately one-eighth 
of those which replied) did not answer this ques- 
tion, Mr. Kimmel explains that a number of the 
firms, particularly the smaller ones, indicated the 
question was not applicable as they were restricted 
to a single source of funds for expansion, namely, 
retained earnings. Others said the question of rais- 
ing funds had not been considered since expansion 
had not been contemplated. 

Of the 76 replying in the affirmative, 52 also 
replied “yes” to the second part of the question. In 
other words, after a decision to expand had been 
reached, the high corporate income tax was re- 
garded as a “decisive factor” influencing methods 
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Are Methods of Financing Influenced 
by the Corporate Income Tax? 


Replies Classified by Industries 


Percentage of 
Industry __Number of Replies Affirmative 
Total Yes No Replies 








Metals and metal products 22 I i 50.0 
Machinery and accessories aa 16 28 36.4 
Automobiles and accessories 7 2 5 28.6 

Electrical equipment and ap- 
pliances 14 4 10 28.6 
Textiles 24 9 15 37.5 
Chemicals and drugs 10 4 6 40.0 
Building materials 7 5 2 71.4 
Paper and paper products I! 5 6 45.5 
Foods and beverages ey, 6 9 40.0 
Leather and leather products 5 2 3 40.0 
Rubber 4 3 I 75.0 
Glass - 5 I 4 20.0 
Miscellaneous 18 8 10 44.4 
Total ae eb 76 110 40.9 





of obtaining additional outside capital. “For many 
of the remaining 24 firms, a major effect of the 
tax was that it necessitated recourse to outside 
capital sources because of the drain on earnings,” 
it is observed. 


After suggesting the reasons why the influence 
of corporate income taxes on decisions as to methods 
of financing may be “less significant than has been 
commonly supposed,” Mr. Kimmel observes that 
it cannot be concluded that the tendency toward 
unbalanced capital structures resulting from the 
tax is “no more than a minor factor.” For, he points 
out, at the time of the questionnaire, the present 
level of corporate income tax rates had been in 
effect (under peacetime conditions) for only a few 
years, and many firms had not considered additions 
to their capital structures from outside sources at 
any time “since the sharp increase in corporate tax 
rates.” He suggests that a decade or more of 
“peacetime operation” will be required before the 
significance of the tendency (indicated at present 
rates) can be fully appraised. 














